Macroeconomic Policies to Address Informality: A Two?pronged Strategy to Foster Dynamic Transformations that Reduce Informality by Lal, Radhika
A significant proportion of jobs created in developing
countries are precarious, without benefits and
protections and can be viewed as being part of a so-
called informal economy. This includes employment
in the so-called informal sector and informal jobs in
the formal sector.
By definition and scope, the informal economy is
thus quite heterogeneous in nature and the factors
making for its expansion and contraction can be seen
to be quite varied. Factors include policies governing
business, labour regulation and the provisioning of
and access to social security benefits and insurance,
as well as the nature of macroeconomic and
industrial policies in place. At stake is the overall
health of the economy, its growth and its potential
to create jobs and entrepreneurial opportunities.
In the literature and practical discussion of
informality, the focus appears to have mostly been
on the changing nature of the labour market1 and
institutional factors, in particular, the business
regulatory environment and the choices of small
operators in the informal sector and employers in
the formal sector.2 Here, ‘choice’ for the principal
actors tends to be framed along the singular axis of
the ‘cost of doing business’ and the need for
flexibility (e.g. Perry et al. 2007; Maloney 2004). It is
often assumed that were flexibility permitted – both
in terms of the business environment and in terms of
hiring, deploying and firing of workers – there would
likely be less movement into the informal economy
and, perhaps, greater movement out of it.
This same worldview also appears to characterise the
labour market foundations of conventionally
prescribed macroeconomic frameworks wherein it is
assumed that the growth of informality derives from
imperfections principally in the ‘labour market’ and
constraints imposed by the regulatory environment.
In this framework, following the introduction of
constrictive fiscal and monetary policies, it is assumed
that employment will return to the prevailing level
after an initial decline or even grow if wages fall to a
level that is ‘optimal’ for market clearing. Optimality
from the point of view of securing equilibrium is
defined without any consideration of the specificities
of what it takes for labour to be supplied on a
sustainable basis or the processes and factors that
allow for a movement towards greater value-added
in production. In practice, it is possible that the
equilibrating wage turns out to be a poverty wage;
that the new level of employment could be one at
which economic activity involves reduced investment
in key sectors or patterns of sectoral development
with the potential for a downward spiral in the
future and a likelihood of a further decline in formal
employment opportunities.
Evidence also suggests that while some regulatory
policies and labour policies may constrain formal
sector employment growth and entrepreneurship,
and therefore would need reform, there is no
unambiguous case for informality that can be made
on these grounds.3 Part of the reason for this lies in
the fact that labour and wages cannot be viewed
only as a cost. In addition to the fact that the case
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for labour market regulation can be made on both
efficiency and equity grounds, the role of wages in
contributing to aggregate demand needs to be
recognised. As Bhaduri points out:
The shift in focus from the demand to the cost or
supply side has serious consequences, particularly
in terms of level of employment … it might be
efficient on the microeconomic scale of a single
corporation or enterprise, but such policies may
also turn out to be counter-productive and
inefficient on the macroeconomic scale at the
same time, by precipitating a decline in demand,
and higher unemployment.4
(Bhaduri 2005: 11)
Recognition also needs to be accorded to how the
dynamic structure of the economy could also be
adversely affected by changes in the distribution from
formal to informal activities and towards a more
unequal income distribution within the formal
economy. For example, growing inequality would
likely shift demand towards luxury goods and
imports, on the one hand, and subsistence goods
produced by informal workers, on the other, with a
potential hollowing out of the middle level of mass
consumption and investment which have a potential
for realising higher productivity levels, lower prices
and increased growth over time.
The reflections below seek to bring back a focus on
some of the macroeconomic determinants of
informality that work through affecting the
productive sector and dynamic transformations in the
economy. The importance of aggregate demand,
particularly investment, for influencing the level of
(formal) employment and the degree of informality
will be highlighted. Targeted policies and focused
investment, particularly in so far as it contributes to
strengthening capabilities, will be stressed as key
determinants of the creation of ‘good’ jobs.
In general, a sound macroeconomic environment is
seen as essential for development, growth and
investment. However, in practice, the unequivocal
importance assigned to variables constituting the
macroeconomic environment relative to more specific
policies and targeted investments is being questioned.
It is increasingly becoming evident that the inter-
relationships between the real labour market,
investment, structural change and growth and the real
impact of macroeconomic policies are complex and, in
many ways, are still unclear in both developed and
currently developing economies. Structural conditions
in the economy – ranging from the concrete drivers of
growth, the strength of job creating sectors, levels of
indebtedness, capabilities and innovation etc.5 – may
play a large part in determining the nature of response
of the economy to fiscal and monetary stimuli and
disincentives. Further, given the potentially changing
pattern and weight of the various inter-linkages, there
may be both practical/conjunctural and
inherent/systemic limits to the efficacy of the various
policies over time.6
It is not surprising then that there are complications
arising from the ‘one-size-fits all’ and restricted mix
of target and policy instruments that are de facto
possible and de jure permitted. The complications have
not only to do with misunderstanding the nature of
the likely impact in the short run and underestimating
its efficacy in the context of open economies, but
also, in effect, ignoring the impact on more long-run
outcomes, such as the impact on private investment,
which underlie employment creation.
In the short run, as has often been pointed out,
conventional monetary policies, in particular, have
been obsessed with ensuring ‘low’ inflation, often
without adequate sensitivity as to the common and
specific causes of inflation in developing countries,
e.g. supply-side shocks such as a rise in the price of
oil, as opposed to demand-push factors that can
more adequately be addressed through
microeconomic or targeted mechanisms. The
necessity and the possibility of having perfectly
adequate country-specific inflation targets and policy
instruments, as opposed to a one-size-fits-all
approach, have only recently been recognised (Pollin
et al. 2007; Epstein 2007; Ghosh 2006).7 The
bluntness of the interest rate in controlling inflation,
with higher interest rates occasionally resulting in
aggravated inflationary pressures, has also only
recently been acknowledged.8
Fiscal and other structural policies – in particular,
structural adjustment policies – can be less blunt as
instruments given that they can be more targeted in
their focus. For example, subsidies and taxes can
target particular constituencies or sectors. However,
the conventionally-prescribed package has been very
restrictive in scope and focus. Public investment has
been viewed as ‘crowding-out’ private investment or
as fuelling inflation through out-of-control and
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unproductive deficit spending, and therefore needs
to be curtailed. While the theory anticipates a
decline in production and employment in the short-
run as a result of stabilisation measures, the dismal
growth and job creation that have often continued
for decades afterwards have raised a number of
issues regarding the efficacy of the conventional
package. Questions abound concerning the
appropriateness of the conceptual foundations and
assumptions, e.g. assumption that the economy
reaches full-employment equilibrium in the absence
of labour market ‘imperfections’; that growth in
developing countries is mostly capital constrained not
demand constrained; and that growth is savings-led
with the need for capital market liberalisation rather
than investment-led and based on perceived and
realised opportunities and the level of aggregate
demand.9 Questions have also been raised with
regard to its relevance given the particular conditions
faced by many developing economies. These include
the nature of operative constraints, which relate
more to perceptions of risk and institutional gaps
rather than savings constraints per se, and the
existence of large informal labour markets and
under-employment.
This has not only shifted attention to a broad mix of
economic and institutional policies essential for
poverty reduction and growth, but has also served to
highlight the developmental role of the state and the
productive roles of public investment, e.g. the role of
productive public investment in facilitating a potential
net crowding-in of private investment10 through
provision of infrastructure, through creating demand
for its products, and though enhancing the
availability of essential goods and services which the
private sector may under-supply contexts because of
high investment costs or myopic decision-making in
which long-run returns are systematically
undervalued (Roy et al. 2006; Oya and Weeks 2004;
Weeks and McKinley 2007; Pollin et al. 2006; Weeks
and Roy 2004; Mallick 2002). Further, the de facto
limits on fiscal and monetary policy when capital
flows are permitted – e.g. the need to keep interest
rates high to keep capital flowing in – and the
potential detrimental effects of these volatile flows
on public debt and investment are increasingly being
pointed to (UNCTAD 2006; Bhaduri 2005).
Thus far, there has been allusion to, but not much
discussion of, the role of public policy in the context
of fostering structural transformation and innovation
which can sustain growth and employment,
particularly in the face of increased global
integration. Conventional macroeconomic and
structural adjustment policies take physical factor
(labour and capital) endowments to be the primary
determinants of a country’s comparative advantage,
which, it is assumed, should also govern the pattern
of trade. However, evidence suggests that
competitiveness lies in a mix of capabilities and that
competitive advantage is often ‘acquired’ through a
process of learning and focus on developing
capabilities, technological and innovation capabilities
in particular. As Sanjaya Lall points out:
most trade theories, including new trade theory,
assume that technology can be imported and
used by developing countries without further
effort, cost or uncertainty. In other words, there
is no learning process involved: if there is learning,
it is passive and automatic learning-by-doing.
(Lall 2002: 9)
Yet to the extent learning is an active purposeful
process that involves institutions, investments and
collaborations with the public sector to address
market failures and information gaps, it is one of the
first things that is likely to suffer in a situation of
economic crisis and cutbacks in investment. The
sectoral competitiveness and employment response
to liberalisation, often proposed in combination with
restrictive macroeconomic policies, is dependent
upon the state that the emerging sectors are in at
the time that the economy is opened up. Analysis
suggests that:
industries which had been dynamic during the
import substitution era continued to be dynamic
in terms of production, exports and investment …
industries which were near maturity when the
reform started, such as aerospace in Brazil,
benefited from liberalization as the competitive
pressure that emerged made them more
efficient. By contrast, those inefficient, or those
at infancy stage, could not well survive. Faced
with severe import competition, some industries,
including labour industries in a number of
countries, suffered … Trade liberalization has led
to the development and re-orientation of the
industrial sector in accordance with static
comparative advantage, with the exception of
industries that were near maturity.
(Shafaeddin 2005: 27)
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To the extent the development of dynamic
capabilities in industry are critical for facilitating an
overall transformation of the economy (Piper 1999),
not investing in such capabilities can throw a country
back and increase the reliance on natural-resource
and agriculture sector, albeit often at a lower level of
value-added than might otherwise have been
possible had investments in backward and forward
linkages and technological capabilities been made
(Piper 1999).
In the case of public investment as well, it turns out
that the more productive components are likely to
suffer both because the payoffs are more long-term
than the conventional accounting period, and hence
are harder to justify under current fiscal rules (Roy et
al. 2006; Bhaduri 2005), and also because other more
‘current’ aspects of investment may be politically
more difficult to cut than long-run investments.
The above analysis and reflections suggest the
importance of getting the content of macroeconomic
policies right based on a diagnostic/constraint-based
analysis (Heintz 2006), adopting a flexible approach in
keeping with the actual conditions prevailing in the
country in question (Pollin et al. 2007) and focusing
on laying the capabilities and foundations for growth
and the generation of ‘good jobs’ (Lall 2002; Bhaduri
2005). Investment priorities and the effects of
policies on the dynamic structure of the economy
need to be considered not just ensuring balance of
price and financial variables in the short-run since
these have implications for growth, employment and
poverty reduction. Given the objective of enhancing
employment creation, it may seem counter-intuitive
to suggest a focus on the diversification of the
industrial sector which is often ‘capital-intensive’ (and
may result in ‘jobless growth’ if output does not grow
at a faster rate than productivity) rather than only
focusing on ‘labour-intensive’ sectors and activities –
e.g. agriculture, services, construction. However, the
assumption is that a multi-faceted approach needs to
be adopted to lay the foundations for more sustainable
employment creation.11 The use of targeted policies –
taxation, trade, and credit instruments – and
institutional initiatives support to cluster development
and production networks would be included and
could help to encourage spatially balanced
development and a variety of ‘viable’ upstream and
downstream linkages to more labour-intensive
sectors and small scale producers (Heintz 2006;
Bateman 2006).
It has been suggested thus far that if space for
relevant policy innovations could be secured at both
the macroeconomic and trade policy levels, and
adequate levels of public and private investment
generated in the economy, then the likelihood that
the economy would both generate new ‘good jobs’
and help transform some ‘bad jobs’ into formal ‘good
jobs’ will be higher. However, given the currently
high and growing levels of informality in developing
country economies, this is unlikely to be sufficient to
deal with the scale of informality at present. There is
thus a need for a two-pronged strategy (Chen et al.
2004) to both pull people out of the informal
economy as well as to improve conditions within it.
The first prong, as indicated above, involves the
deployment of macroeconomic, trade and industrial
policies to further the dynamic and structural
transformation of the formal economy to support
employment creation that can be viable, sustainable,
and able to cope with competitive pressures and be
focused on developing the national economy. The
second prong would involve, on the one hand, the
deployment of fiscal and other targeted financing
and business development and related support
policies to support infrastructure development,
financial services, and technological upgrading in the
informal sector and the strengthening of production
and marketing linkages with the formal sectors in
agriculture, industry and services (Nanavaty 2005). It
would also involve policy experimentation and
openness to a variety of options to secure increased
access to jobs12 and to the delivery of financial, social,
business and social security support services, while
providing incentives to move towards formalisation.
At the same time, some sort of basic floor of social
protection should be secured regardless of job status
(e.g. see exploration by Francois Bourguignon (2005)
to decouple social security from job status). Social
security access is central not only from the point of
view of equity but also for enhancing efficiency.
While a significant proportion of production
undertaken in the informal sector is likely to be at a
subsistence or small-scale trading level, in many
instances there are already strong linkages with the
formal sector given the trend to shift production to
or to outsource from non-unionised and informal
sector enterprises, in some cases to erstwhile
competitors in the informal sector. Strengthening
the position of workers and small operators and
traders in the informal production sector involves
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support to bottom-up approaches that seek to re-
negotiate transactions within the informal sector and
with the formal sector on terms that are more
beneficial to informal sector workers and producers.
These involve: (1) fostering increased awareness,
access to information, and capacity development to
improve product quality and access markets;
(2) access to financing/micro-leasing arrangements
to facilitate technology upgrading and innovation;
(3) the move from support to the SME towards
strengthening the web of local, regional, national
inter-linkages and support structures, e.g. through
development of economic clusters and networks to
take advantage of dynamic linkages and secure
economies in purchasing, accessing services and
marketing opportunities (UNIDO 2004) and through
support to targeted job-creation linked to the
development strategy through, for example, an
employment guarantee schemes and support to
approaches that build on community-support and
collaborative inter-linkages. While rights-based
schemes can be viewed as important in their own
right, combined with a good local development
strategy, they can help to address both demand and
supply sides of the equation through raising incomes
of the poorest and catalysing the development of
infrastructure and local markets (Bhaduri 2005).
For an example of innovative approaches consider
the following: The ‘Self Employed Women’s
Association in India’ (SEWA) organised informal
sector women producers to first form production
groups and then to federate into local economic
federations and cooperatives to better negotiate and
articulate with the formal sector. Through the
combination of strengthening the workers’ own
organisations and through the setting up of technical
support organisations, such as the SEWA Trade
Facilitation Centre (STFC) and Gram Mahila Haat
(SGMH), small producers are able to more effectively
compete as well as to secure a larger share of the
benefits. STFC and SGMH support includes the
design of marketing strategies and formation of
partnerships with agro-processing, food processing,
and heavy chemical industries nationally on more
productive terms to the informal sector producers
such that they are also able to receive technical
support to upgrade quality and production processes
and in turn to assure the bulk provision of
standardised produce (Nanavaty 2005). SEWA has
also demonstrated the viability of providing insurance
and security benefits to women and small-scale
producers and workers in the informal sector, which
can help to sustain productive involvement and
further equity. Aside from policy support and
institutional initiatives to enable small producers to
secure a larger share of the value-added generated
along these supply chains, support to redefining
labour regulations so as to improve conditions of
work and employment opportunities and also
enhance labour mobility are also key (Heintz 2006).
Transforming the informal sector will also likely
involve a different approach to strengthening
entrepreneurship and providing SME support than
currently prevails (Bateman 2006). Conventionally, the
scope of what counts as a business is quite narrow
(often it does not include cooperatives and mixed-
ownership and hybrid forms that might be more
appropriate to pro-poor and local development
approaches), financing is largely at the level of
microfinance focused on quick returns with the
assumption that even business development support
centres can function on a pure market driven basis of
cost-recovery. However, the experience of successful
initiatives in the now developed economies (e.g. Italy,
Spain, Japan, China) suggests that support was both
multi-faceted, targeted at providing support at various
stages of the life cycle of firms and often integrated
into the strategic planning frameworks of local
governments and banking institutions:
This developmental imperative also included an
urgent need for a specifically local industrial policy
approach. Crucially, this local industrial policy
would involve the establishment of a stock of
pro-active local development institutions that
could support new ventures and marshal the best
of the existing stock of microenterprises and
SMEs towards higher levels of productivity,
innovation and technology intensity, encourage
vertical and horizontal interaction and information
exchange, and provide direct encouragement for
new microenterprises and SMEs to ‘organically’
emerge ...
(Bateman 2006: 29)
While the replicability of the success of ‘industrial
districts’ in Emilia-Romagna in Northern Italy, its
relevance at present, as well as the nature of labour
conditions that prevailed are debated issues (see Pyke
et al. 1990), lessons can still be drawn from that
experience particularly regarding multi-faceted
government strategies and the role of cooperatives
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and cooperation for catalysing ‘development from
below’ and contributing to poverty reduction (e.g.
Birchall 2003). Particularly interesting are a range of
support and technical assistance initiatives that were
coordinated through regional and local government
economic development departments. They included,
for example, the Regional Agency for the Economic
Evaluation of the Territory (ERVET) that gathered
information, carried out R&D and provided a set of
‘real’ or targeted services through a number of
service centres aimed at the needs of very small
firms, which often required highly targeted services
in order to be able to reach different market
segments and undertake technology upgrading and
transfer (Capecchi 1990). The use of tax incentives
helped to encourage capitalisation and hence
enhance competitiveness (e.g. Law 904 of
16 December 1977). Strong regional development
banks that helped to provide low-cost capital and
local government support to an array of initiatives
undertaken by the cooperative membership bodies
themselves, such as by the Legacoop (Italy’s largest
cooperative membership body) supported the
growth of existing and new co-ops. Legacoop also
began to assist in the conversion of failing investor-
driven companies into cooperatives and the
establishment of venture funds to support new
cooperatives. Public purchasing programmes,
technical training, and the establishment of a range
of business associations and marketing cooperatives
helped to generate collective economies of scale for
the sectors identified as having high potential for
growth. In addition, the regional and local
governments provided comprehensive social services,
including local transport, day-care centres and
training, to allow women to enter the formal sector
economy. An expanding cooperative sector was
viewed as helping these regions to rapidly and
equitably re-industrialise (Pyke et al. 1990).
Other examples include Town Village Enterprises
(TVEs) in China, a hybrid form of rural industrial
enterprise that combined ownership by local
communities, management on market principles, and
strong ties to local governments through the
township–village government (TVG). The TVG either
exercised direct managerial authority or delegated
this responsibility to professional managers (Agia
2004). Viewed by some as a transitional form that
achieved its peak in the late 1990s, the TVEs were
primarily labour-intensive enterprises that
manufactured a variety of goods ranging from coal,
canned goods, and clothing to electronic and
construction materials. They were known for their
achievements in the areas of output, employment,
export growth, productivity, technology upgrading,
and often for sustained profitability (Harvie 2000,
cited in Agia 2004). While there are issues relating
to its human resource structures (Ding et al. 2000)
with contracts often being precarious, workers also
befitted as local citizens benefited not only from the
TVGs’ support of communal programmes in
education and infrastructure development, for
example, but also from the profits retained for
further development of the firm and for the local
employment growth that it permitted.
To conclude, a structural policy approach to realise an
informality-aware employment agenda would work
by addressing aggregate demand and capabilities
dimensions at national as well as regional/local levels
and focus on changing the terms of engagement
within the informal sector. It would emphasise the
importance of strategic and local planning and
development financing as regards development of
the formal sector but also with the objective of
addressing informality. Even at the local level, it
suggests the need for a proactive industrial and
financing policy and a development focus, rather
than an overwhelming reliance on micro-finance as a
tool to support SME growth as is often the case. As
Bateman points out:
McIntyre (2003) emphasises that there is little
evidence to suggest that market automaticity and
the associated free entry of large numbers of
simple microenterprises as per the microfinance
model, has anywhere produced a sustainable
economic and social development trajectory. In
general, the mass entry of ‘shallow’
microenterprises tends to correlate with a
subsequently reduced likelihood of a sustainable
growth and development trajectory taking root.
The rapid proliferation of ‘shallow’
microenterprises and SMEs creates a set of
adverse ‘initial conditions’ that, through a number
of different mechanisms and feedback loops,
tends to permanently hold back, if not entirely
block, any further deepening of the local
economic development trajectory. Some of the
most important factors arising are: innovation
processes are very weak, longer run investment is
reduced because it is absorbed elsewhere in ‘quick
return’ projects, human capital is also diverted
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into ‘quick return’ areas (‘learning to trade rather
than learning to produce’), and technology
diffusion and transfer fails to emerge because
there is no constituency of support for it.
(Bateman 2006: 17)
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Notes
1 For example, expansion of the definition of the
workplace to include the domestic sphere;
exploration of gender-specific and other factors
leading to changing division of time between
formal work and reproduction/home work; and
with informality, the incorporation of diverse
employment contracts and social security
entitlements.
2 At one level, this may appear to be a disciplinary
division of labour between sociology and
economics, but similar conceptual foundations for
the labour market find their way into conventional
macroeconomics. On the edges, moving to the
centre, are more substantial engagements both
regarding a critique of the content and focus of
macroeconomic policies, but also engagement
with those working on globalisation, structural
adjustment and employment.
3 For issues relating to World Bank specification of
cost of doing business, see Berg and Cazes (2007).
For an assessment of lack of significant relationship
between rights and labour standards and informal
employment, see Galli and Kucera (2004),
Sengenberger (1990) and Baker et al. (2004).
4 See Bhaduri (2005: 11) and Bhaduri and Marglin
(1990). Bhaduri (2005) points out: Consequently,
unless either higher investment or increased
export demand makes up for that reduction in
consumption demand in a regime of investment-
or export-led growth, the problem of insufficient
aggregate demand due to such policies of labour
market flexibility would depress the level of
economic activity and employment.
5 On the importance of technological and other
capabilities and related investments, see Lall
(2002), Shafaeddin (2005), van der Hoeven and
Taylor (2000), Atukeren (2006) and Bartzokas
(2007).
6 These limits come from the continued
effectiveness of the instruments over time, as
well as from the limits of various policy
instruments in open economy contexts and from
the changing roles of global players and their
ability to secure global stability when global good
and national interests do not coincide. See most
recently, George Soros (22 January 2008) and
Chandrasekhar and Jayati Ghosh (19 February
2002) for the limits of current US financing and
credit policies, on the one hand, and the potential
of Japan to use public deficit and investment
policies, on the other. The implications of the
growing role of China and its need to ensure
stability of its own currency and growth and
export processes in these turbulent times also
points to the potential for global instability in light
of the US sub-prime debt crisis.
7 Epstein (2007) points to earlier research (Pollin
and Zhu 2006: 606) that concludes that ‘more
generally, that for developing countries, inflation
below about 15 per cent is not harmful for
economic growth, and can, indeed be beneficial.
Ghosh (2006) suggests that much depends upon
the quality of macroeconomic management
rather than there being some unequivocal type of
relation between inflation and growth: ‘It is
worth noting that the Chinese economy has
grown very rapidly for nearly 30 years, with only
moderate inflation. Even in the current year,
when the Chinese economy is apparently growing
by more than 10 per cent in real terms, inflation
has been only 1.4 per cent at an annual rate’.
8 In fact, in addition to not being able to effectively
address factors fuelling inflation, it is possible that
the policy could worsen it, e.g. lead to increase in
public indebtedness through raising the cost of
existing debt; lead to an over-valued currency
with implications for competitiveness and the
current account deficit, to address which a
further rise of interest rates might be called for to
attract inflows of capital. See submission from
Bryan Gould (2007).
9 On assumption of savings-led growth and
potential pitfalls for growth of liberalisation of
financial sector, see UNCTAD (2006); for
reference to issues relating to conceptual
framework in the context of growth, see Oya and
Weeks (2004).
10 For example, see Léonce Ndikumana (2005). His
research indicates that the net impact of an
increase in public investment financed by
domestic borrowing is likely to be positive for
South Africa: ‘For example, if the increase in the
public investment-GDP ratio from 5 per cent to
6 per cent described above was entirely financed
by domestic debt, the crowding-out effect of the
associated domestic borrowing would be a 1.7 per
cent decline in private investment and the net
impact would be a 3.9 per cent increase in private
investment’. For indications for why there may be
differential impact in different contexts, see
Atukeren (2006).
11 See Piper (1999) and Shafaeddin (2005) for the
importance of focusing on the industrial sector
per se.
12 For example, employment guarantee schemes.
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